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EDITORIAL DEPARTMENT NOTE 


While the work of preparing registration statements under the Se- 
curities Act has devolved largely on public accountants, there is need 
for a thorough understanding of the provisions of the Act on the part 
of all accountants. The internal accountant who is familiar with the 
provisions of the Act and the rulings of the Securities and Exchange 
Commission can be of great help to the auditors in securing and veri- 
fying the information they require. There is no doubt but that the Act 
and the rules issued under it will have a considerable modifying influ- 
ence on our accounting, effecting not only the companies issuing new 
securities and listing their securities on registered exchanges, but other 
companies which will be expected by the public to conform to the same 
standards. We are, accordingly, presenting in this issue of the Bulletin 
a most informative article dealing with the relation of the accountant 
to the Federal Securities Act. 

The co-authors of this article have both the legal and accounting 
point of view. J. K. Lasser is a C.P.A. of the states of New York and 
New Jersey. He is a graduate of Pennsylvania State College where he 
received degrees of B.S. and I.E., and is at present engaged in the gen- 
eral practice of accounting in New York City with the firm of J. K. 
Lasser & Co. He specializes in the accounting problems of publishers. 

Joseph A. Gerardi received his LL.B. degree from Georgetown Uni- 
versity in 1922, and is a member of the New York and District of 
Columbia bars. He has been admitted to practice before the United 
States Supreme Court. Mr. Gerardi specializes as counsel for a num- 
ber of publishers of magazines. : 

It would be interesting to learn to what extent the Securities Act has 
affected accounting practice. We shall be glad to learn of the experi- 
ence and observations of our members along this line. The Open 
Forum section of the Bulletin is available for your comments. 
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THE RELATION OF ACCOUNTANTS TO THE FED- 
ERAL SECURITIES ACT 


By J. K. Lasser Certified Public Accountant (N. Y. and N. J.), 
and J. A. Gerardi, Member of Bar (N. Y. and D. C.), 
New York, N. Y. 


Sao Securities Act is designed to safeguard the investing public 

against fraudulent issues of securities sold in interstate com- 
merce and through the mails, and also to provide a means whereby 
any prospective investor could, if he desired, secure accurate infor- 
mation about the underlying values pertaining to any such security. 


The keystone of the structure erected by the Congress as a 
means of accomplishing the main purpose of the Act is a registra- 
tion statement, which must be filed with the Securities and Ex- 
change Commission at Washington, D. C. in the case of any new 
issue of a security. There must be included in this statement items 
of information essential to the formation of accurate judgment 
of the value of securities. This information is made available and 
accessible to prospective purchasers of those securities. Full and 
truthful disclosures are demanded under penalty of severe civil 
and criminal liability. The compulsion of truth is not limited to 
statements affirmatively made in a registration statement. Further 
responsibility is placed upon a registrant to refrain from omitting 
any information necessary to make anything set forth in the state- 
ment not misleading. The report of the House Committee which 
framed the original bill succinctly states the purpose of the regis- 
tration statement. 

Because of the basic importance of this “registration 

statement,” both as a source of information to the pros- 
pective buyer and as a foundation for civil liability if the 
information therein given is false or misleading, the re- 
quirements of this “registration statement” have, of 
course, been designed to reach items of distribution, prof- 
its, watered values, and hidden interests that usually have 
not been revealed to the buyer despite their indispensable 
importance in appraising the soundness of a security.— 
No honestly conceived and intelligently worked out offer- 
ing, floated at a fair but not exorbitant profit, will be in- 
jured by the revelation of the whole truth which these 
requirements seek to elicit. 
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The Act requires detailed analysis and certification of all finan- 
cial statements of the issuers, and, in some instances, those of spon- 
sors and depositors. It is simple to demonstrate that adequate 
preparation of these necessitates detailed audits of an issuer and 
its related companies. When there is coupled with this fact the 
provisions of the Act enabling underwriters, directors and officers 
to diminish the severe liabilities of the Act, by reliance (without 
investigation) upon the report of an expert who has been selected 
with reasonable knowledge of his ability, experience indicates that 
the preparation of the certificates and a considerable portion of the 
other statements should be delegated to the qualified accountant. 

A discussion of the requirements of the Act and the regulations 
naturally divide itself into— 

1. A study of the rules applicable to accountants. 

. Analysis of their obligations to purchasers of securities. 

. Suggestions as to the conduct of investigations. 

. Analysis of their registration statements, 

. A study of the problem of materiality. 

. A review of the method by which accountants must prepare 
their data in order to satisfy the demand for adequate infor- 
mation for the investor. 


Aw & WwW WN 


Rules Applicable to Accountants 


The Commission for its purpose defines accountants as: 

(1) Certified Accountants in good standing, or when not 
certified by the State, those who are entitled to en- 
gage in public practice under the law. 

(2) Accountants and auditors wholly independent of the 
issuer—without interest in it and not connected with 
it as an employee, agent, officer, promoter, etc. 

The obligations of the accountant are based upon his prepara- 
tion of the contents of any part of the registration statement. Ac- 
tions may be brought against him with respect to the matter 
prepared or certified to by him, provided that any part of it con- 
tains an “untrue statement of a material fact” or fails to “state a 
material fact required to be stated therein or necessary to make the 
statements therein not misleading.” Material facts are those which 
if correctly disclosed, “would have deterred or tended to deter the 
average prudent investor from purchasing the securities in ques- 
tion.” Certain defenses later reviewed in detail, are available. 
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The general rule to be observed in establishing the data certi- 
fied, is that the investigations and ground for belief used as a basis 
for constructing the accountant’s statement should be conducted 
with the care and skill “required of a prudent man in the manage- 
ment of his own property”—the accepted common law definition 
of the duty of a fiduciary. Obviously, actions against the auditor 
under the Act would be predicated upon the theory that one quali- 
fied to certify statements should possess the skill and experience 
imputed to the profession—not that of ordinary laymen unac- 
quainted with the intricacies and details involved in the certifica- 
tion of statements containing full disclosure of every material 
element. 

In order to properly place the expert before the prospective in- 
vestor, his written consent (unless waived by the Commission) 
must be filed with the registration statement in connection with 
the report or documents which the statement alleges he has pre- 
pared or certified. 


The rules for conduct of operations are brief: 


1. Certifications of accountants required in the statements 
must be dated, be reasonably comprehensive as to the 
scope of the audit made, and state clearly the opinion 
of the accountant or accountants in respect of the 
financial statements of, and the accounting principles 
and procedure followed by the registrant. In certify- 
ing to the financial statements of the registrant, ac- 
countants may give due weight to an internal system 
of audit regularly maintained by means of auditors 
employed on the registrant’s own staff. In such case, 
they must review the accounting procedures followed, 
and by appropriate measures satisfy themselves that 
such accounting procedures are in fact being followed. 
Nothing in these instructions implies authority for the 
omission of any procedure which accountants would 
ordinarily employ in the course of a regular annual 
audit. 


2. When any change in accounting principle or practice 
has been made during the period covered by the profit 
and loss statements, and such change substantially 
affects proper comparison with the preceding account- 
ing period, then accountants are expected to give the 
necessary explanation in a note attached to the bal- 
ance sheet or profit and loss statement. 
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3. If, between the date of his certification and the effec- 
tive date of the resigtration, an accountant or other 
expert becomes aware of any information impairing 
the accuracy of any statement to which he has certi- 
fied, or the omission of any material facts required to 
be stated or necessary to make the statements in the 
registration statement not misleading, he is required 
to bring the information immediately to the attention 
of the Commission. 


Liabilities of Accountants for Faulty Registration Statements 


The Act renders any person whose profession gives authority to 
a statement made by him, and who has with his consent been 
named as having prepared or certified any part of the registration 
statement, liable to any person acquiring a security, for any mis- 
statement or omission in the part of the registration statement 
prepared or certified by him. 

A brief analysis of the liabilities of accountants is as follows: 


(1) Their obligations to purchasers of securities are con- 
fined to losses resulting from material untruths or 
omissions in their portion of the data in the registra- 
tion statement. 

(2) Damages may be minimized by showing that the 
whole or a part of the loss resulted from causes other 
than the untruth or omission. 

(3) The purchaser need not have knowledge of their cer- 
tification, or have relied upon it in any way. 

(4) There is no escape from liability by the employment 
of irresponsible “dummies” as parties to a registra- 
tion statement. 

(5) The remedies of a purchaser in an action under the 
Federal Law are in addition to those accorded under 
common law and State statutes. 

(6) Suit must be commenced in the case of an untruth- 
ful statement or omission in a registration state- 
ment, within one year after discovery of the untruth 
or omission, or from the date when in the exer- 
cise of reasonable diligence, it should have been 
discovered, and in no event later than three years 
after the public offering of the security. 

(7) An attempted waiver by the purchaser of his right 
to proceed against an expert for an untruthful state- 
ment or omission is ineffectual. 

(8) Every expert liable for a misstatement or omission, 
unless guilty of a fraudulent misrepresentation in 
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the registration statement filed for a particular se- 
curity, is responsible jointly and severally with all 
other persons rendered liable under the Act, to any 
purchaser of such security. Each person so held 
liable may demand that the others against whom 
liability attaches under the Act, share in his costs 
and damages. Obviously all other persons liable, 
who can sustain the proof that they were warranted 
in reliance upon the report or certificate, have a rea- 
sonable basis for the avoidance of their contribution. 


The defenses to an action against an accountant, based upon 
misstatements or omissions in registration statements, are— 


(1) The purchaser’s knowledge of the truth or omission 
at the time of acquisition of a security. 

(2) The existence of an earning statement covering a 
year beginning after the effective date of registration 
and acquisition by the purchaser in reliance upon 
that statement. 

(3) The reliance upon a rule or regulation of the Com- 
mission. 

(4) The severance of relations with the issuer or at- 
tempted severance with due notice to the Commis- 
sion by the expert. 

(5) The taking effect of a registration statement with- 
out knowledge of the expert, followed by a sever- 
ance or attempt of severance and due notice to the 
Commission and the public. 

(6) Reasonably grounded belief in truth of and absence 
of omission in report made after reasonable inves- 
tigation. (In the case of accountants, this means 
that their statements or report represents the appli- 
cation of accepted accounting procedure to the facts 
disclosed in the leandiantian’ 

(7) The report or certificate was used without his 
consent. 

(8) The extracts or copies of his report were not fair 
representations of the originals. 

(9) Reliance upon that part of the registration statement 
prepared by other experts or upon that part of the 
registration statement purporting to be a copy of a 
public document. 


Suggested Conduct 


The problems confronting attorneys, accountants, engineers, and 
appraisers who are open to liability to the investing public for 
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matters inaccurately reported upon by them, involve a number of 
elements, particularly the extent of the examination, qualifications 
of statements made, and the indemnification that may be secured. 
It is readily admitted that the Act effects no change in current 
practice as to the work of those designated as experts. It does, 
however, add liabilities beyond those ordinarily understood to 
adhere to the practitioner-client relationship. It imposes upon ex- 
perts the necessity of rendering their services in such a manner 
that not only the client, but any investor, will be unable to allege 
that any part of their report is untrue or omits material facts 
which should have been stated to effect a full disclosure in the re- 
port. It bases liability, so far as experts are concerned, on I, 
statements prepared after reasonable investigation but so framed 
as to be misleading; and 2, statements that are misleading since 
they were prepared without reasonable investigation. It is not 
essential that the expert be proven reckless, incompetent, or in 
collusion with the issuer. He may be liable for failing to extend 
his examination far enough before rendering his report, or for 
misleading statements prepared by an honest but erring subordi- 
nate. 

Under such conditions, it is axiomatic that experts should re- 
frain from the acceptance of engagements unless every opportunity 
is given them to make a detailed examination, with little of the 
customary restrictions as to time and fees. Self-protection de- 
mands that experts have a thorough understanding of the nature 
and use to be made of the report, and an agreement with the 
issuer that it is to be cited in full, within’ any registration state- 
ment, or that if briefed, adequate reference will be made to the 
complete report. Working papers or field notes (in the case 
of appraisers or engineers) used on the engagement, should be 
carefully preserved, and should effectively state the basis for prep- 
aration of the report—the books or sources used, the officers or 
employees of the issuer or others consulted, and the name of 
the subordinate expert preparing the paper. Accurate time re- 
ports to establish “reasonable care” are essential. 

The statements, certificates, and supplementary schedules pre- 
pared for the report will bear considerable rechecking for head- 
ings, clarity, and amplification, bearing in mind the fact that the 
investor is not expected to be familiar with legal, accounting, or 
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appraisal practices, and that abridgement, verbosity and ambiguity 
are all likely to be condemned. 

By far the most important part of the report is the certificate. 
There is no prohibition in the statutory provisions regarding the 
behavior of an expert which denies him the right to refuse to 
certify to matters beyond his knowledge, or the restrictions of his 
engagement. On the contrary, both the regulations of the Com- 
mission and the forms issued by them for use in registration, fairly 
bristle with the cordial invitation for the expert—more particu- 
larly the accountant—to divulge all of the extraneous considera- 
tions that prevent his unequivocal certification of the facts pre- 
sented. Many investors will regard these qualifications as the 
most important sources of information within the registration 
statement. A detailed report of the type of accounting elements 
which are fairly subject to exceptions is set forth in the section 
discussing the work of the accountant in preparing the financial 
and supplementary statement. 


Reliance of Experts upon Experts 


Assuming that a report definitely indicates the source of its 
information, an expert can successfully defend an action by show- 
ing that he had no reasonable ground to believe, and did not be- 
lieve, that there was an untruth or omission in the report of an- 
other expert or in a statement purporting to be that of a public 
official. If an expert satisfies himself as to the knowledge and 
skill of another expert, upon whose statement or report he relies, 
qualifying his report by reference to such other expert, and does 
not actually know or have any suspicions of an untruth or omis- 
sion on the part of such other expert, he has satisfied the statute 
and can successfully defend the action. If, for instance, an at- 
torney acting as an expert in connection with the registration 
statement, is responsible for a statement that certain property, title 
to which may be in litigation, belongs to the issuer, an accountant 
may fairly indicate that he has relied upon this statement or 
opinion, and certify, with comments, to the correctness of a bal- 
ance sheet, including this property as an asset. It is not essential 
that the opinion of the attorney be reviewed by the accountant, 
as he may reasonably rely upon the conclusion. It is only in 
those cases where he actually believes, or has reason to believe, 
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that the attorney is in error, that he is not entitled to rely upon 
the statement. Obviously, an expert may be on safer ground 
when he makes no inquiry into the basis for the facts or opinions 
of another expert, than when he attempts to review the details 
giving rise to the statement of a fact or opinion, because in the 
latter case, he may discover information which, though not defi- 
nitely conclusive, may raise doubts in his mind as to the correct- 
ness of the other expert’s statements. The Act does not insist 
upon this type of checking, and it would seem advisable to avoid 
it whenever reasonably possible. 

It will sometimes be difficult to draw a line sufficiently clear 
to indicate where the functions of an accountant stop and those 
of an attorney or appraiser begin, or where those of an ap- 
praiser stop and those of an attorney begin, and so on. The 
principle of reliance of one expert upon another’s statements will 
precipitate discussion among professional men as to their respec- 
tive limitations, but it would seem logical that should an expert 
slightly overstep his functions and state a fact or opinion which 
properly should have come from another expert, reliance upon 
such a statement would be an effective defense, because it is gen- 
erally recognized that the different professions overlap. But one 
expert may not rely upon the opinion of another when it is clear 
beyond any doubt that the latter has overreached the bounds of 
his profession in advancing a statement. 

Counsel serving accountants and other experts have agreed that 
it is entirely in order that a contract of indemnification may be 
entered into between an expert and an issuer for any expenses and 
costs, including the fees of counsel, resulting from litigation, as- 
suming that the expert’s fees are reasonable and that he is to 
perform services normally expected of him in such capacity. 

It must be recognized that contracts of indemnification are not 
complete protection to experts in view of the possible financial in- 
ability of the issuer to meet the obligation when it matures. In 
some quarters, such contracts are regarded as reflecting the adop- 
tion of an unreasonable attitude by experts in their refusal to 
accept the obligations imposed upon them by the Act. On the 
other hand, one may well view them as being reasonable efforts 
by the experts to limit liabilities between their clients and them- 
selves as contrasted to their liability to the public. Certainly 
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they would at all times be answerable to the issuer for the ac- 
complishment of their work with the skill and care normally 
accepted as professional standards. 


Analysis of the Registration Statements 


The specific requirements for a registration statement are set 
forth in the Act. It is manifest that not every particular recited 
in the schedule is applicable to each type of insurer, With this in 
mind, the legislature endowed the Commission with authority to 
formulate rules and regulations whereby issuers falling into cer- 
tain distinct classes are required to provide only those details 
which are peculiarly pertinent to their group. 

The Commission has accomplished this segregation by prepar- 
ing special registration forms designed to meet the practical dif- 
ferences attaching to the various classes of issues, 

The registration statements must be prepared on the forms pre- 
scribed by the Commission which are in use upon the date of filing. 
These contain the full and complete information required, set 
out in a series of questions, directions and instructions. The 
forms can be obtained from the Commission in Washington, D. C., 
or from one of its several offices scattered throughout the coun- 
try. The Commission prescribes paper, typewriting, binding, etc., 
to be used, and asserts that only ink capable of being photostated 
can be used. All amendments, schedules, exhibits, statements and 
other documents required to be filed with the registration state- 
ments must conform to the same rules. 

Forms issued to date by the Commission require signatures of 
the following : 

The issuer 

The principal executive officer or officers of the issuer 

The principal financial officer 

The controller or principal accounting official 

The majority of the board of directors or persons per- 
forming similar functions. If there is neither then— 

The majority of persons on the board of management 


of the issuer 
If the issuer is a partnership, all of the members of the 


partnership 
If the issuer is a committee, all of the members of the 


committee 
In the case of a voting trust, all of the trustees, or if 
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any other persons signs for them, evidence of authority 
to do so 

lf the issuer is an organization, the majority of whose 
officials included in the foregoing are residents of a for- 
eign country or of a Territory of the United States, then 
the signature of a duly authorized representative in the 
United States will suffice. 


In addition to the foregoing, the statement must contain the 
signed consent of experts who have supplied exhibits or other 
parts of the statement. 

Amendments to the registration statement are required to be 
signed by the persons in the same official positions as those re- 
quired to sign the original. The same rule as to the presumption 
of the validity of the signatures obtains. Signing the name of a 
person to a registration statement without being authorized by 
the person to do so is made a criminal violation of the Act. 

The Commission has created forms for registration for use of 
the following : 

Commission’s 
Statement 


Ordinary issuers, all except those covered by the 
statements described below ..............-- A-I 
Seasoned Corporations, all issuers (detailed be- 
BED Wine Gicd edb cébeseiWecdeetcghoceden A-2 
Unincorporated trusts, (not having a Board of 
Directors or persons performing similar func- 
tions) of the fixed or restricted management 
type having a depositor or sponsor........... C-1 
Certificates of Deposit to be used in anticipation of 
or in connection with a plan of reorganization 


OT CEE, ca ncecetennsssccgnsonssonnes D-1 
Certificates of Deposit where issuer is original is- 

suer of securities called for deposit.......... D-ta 
Securities to be issued pursuant to a plan for read- 

justment or reorganization ...............+. E-1 
Voting Trust Certificates .........c.eeeeeeeess F-1 
Producing Oil and Gas Royalty Interests ....... G-I 


Non-Producing Oil and Gas Royalty Interests... G-2 
There is neither room nor cause here to more than briefly set 
forth the pregnant features of the information sought by the 
Commission (though the forms) in its effort to insure that the 
public will be fully protected. One form, (the important Form 
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A-2) is very briefly summarized below in order to present an in- 
dication of the type of data sought by the Commission. The par- 
ticular forms for use by various other issuers, may be readily ob- 
tained by application directed to any office of the Commission. 


Brief of Requirements in Form A-2 


Record of Organization. Name, address, the state and date 
incorporated, a list and percentages of voting power of all sub- 
sidiaries and parents of registrant. 

History and Business. Character of the business and a record 
of its development in the preceding five years. 

Property. Character and location of the important units and 
a record of material franchises. 

Description of Securities. A very complete description of all 
securities, stocks, bonds, guaranties, warrants and rights, au- 
thorized, outstanding and to be offered, including a thorough 
analysis of all certificates, indentures, agreements, etc. 

Underwriting and Special Sales. The record of commitments, 
the amount received or to be received, detailed identification of 
underwriters and their relation to the registrant, material provi- 
sions of underwriting contracts and sales process, analysis of sales 
or proposed sales to the persons (other than the underwriters) for 
a consideration varying from that at which the securities are to 
be sold to the general public. 

Proceeds and the Application Thereof. A record of gross pro- 
ceeds after sales cost and the net proceeds after deducting ex- 
penses itemized, a statement of the amount devoted to each pur- 
pose, for which the net proceeds have been or are to be used. If 
property is to be acquired for any of the securities registered or 
any part of the proceeds, their character, location and the alloca- 
tion of the consideration. 

Management and Control. The record of all directors and offi- 
cers of the registrant; the business experience of the executive 
officers for the last five years; the general effect of all material 
management and general supervisory contracts now in force; a 
detailed record of all persons owning more than ten per cent of 
any class of voting stock; a record of the securities owned by 
each director and officer, underwriter, the nature of any interest 
of every director, principal executive officer, underwriter and 
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principal security holder in any property acquired within two 
years, or proposed to be acquired, and the cost of any such prop- 
erty to any such person; the remuneration paid by the registrant 
and its subsidiaries, directly or indirectly to each director of the 
registrant ; to each of the officers of the registrant receiving the 
three highest aggregate amounts of remuneration; the aggregate 
salary of all other officers of the registrant; the aggregate re- 
muneration of all employees respectively who received remunera- 
tion from the registrant in excess of $20,000; the name and 
capacity of others securing $20,000 salary. 

Recent Sales of Securities by Registrant. Comparable analysis 
of all securities of the registrant sold by the registrant to any 
persons other than employees within two years. 

Options. An analysis of any securities subject or to be sub- 
ject to options to purchase from the registrant. 

Miscellaneous. Outline of the substance of pending legal pro- 
ceedings departs from the ordinary routine litigation ; a statement 
as to any proceeding known to be contemplated by governmental 
authorities; analysis of material contracts to be performed in 
whole or in part, material patents, contract for a patent right; 
denials by a governmental regulatory body affecting the right to 
sell securities issued; study of the relation of experts as named 
in the registration statement. 

Historical Financial Information. Balance sheet of the regis- 
trant and a consolidated balance sheet of the registrant and its 
subsidiaries, both as of a date within ninety days of registration. 
If they are not certified, then additional certified balance sheets 
as of a date within one year; profit and loss statements of the 
registrant and consolidated profit and loss statement of the 
registrant and its subsidiaries for the three fiscal years preceding 
the date of the latest balance sheet filed, and for the period, if 
any, between the close of the latest of such fiscal years and the 
date of such latest balance sheets. These profit and loss state- 
ments are to be certified up to the date of the latest certified bal- 
ance sheets. 

Similar statements for subsidiaries not consolidated in the con- 
solidated statements in which registrant owns more than 50% 
of the voting power other than by events of default. 

When any business is to be acquired in consideration of the 
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securities registered, a certified balance sheet as of a date within 
ninety days and certified profit and loss statements, year by year, 
for the three fiscal years preceding the date of the balance sheet. 

Schedules are required describing in detail all surplus accounts, 
indebtedness of officers’, investments in subsidiaries, marketable 
securities, property, plant and equipment, reserve for deprecia- 
tion, intangible assets, reserve for depreciation or amortization 
of intangible assets, all reserve accounts, certain important ex- 
penses, income from dividends, funded debt, funded debt of sub- 
sidiaries not consolidated. 

If there is a revaluation since January 1, 1922, in investments, 
in property, plant and equipment, or in intangible assets, there 
is to be furnished the amounts of such writeups or writedowns, 
and the accounts affected, and explanations. If there have been 
restatements of capital stock since January 1, 1922, there is to be 
given the amounts of such restatements and the contra entries. 

If, since January, 1922, any substantial amount or amounts of 
bond discount and expense, on issues still outstanding, have been 
written off earlier than as required under any periodical amortiza- 
tion plan, the record is to be stated. 

Exhibits Required. Copies of the charter and by-laws; the re- 
spective indentures defining the rights of the holders of all funded 
debt ; any contracts of guarantee; any orders denying the right to 
sell securities; agreements with any principal or underwriter ; 
opinions of counsel in respect to the legality of the issue; copy 
(specimen if available) of each security being registered ; copies 
of contracts and franchises material; patent right, consents of ex- 
perts to use of their data in registration statement. 

Form A-2 for the registration of new security issues of sea- 
soned corporations under the Securities Act of 1933, was designed 
to provide a more suitable method of protecting the investor and 
at the same time calculated to eliminate as far as possible, need- 
less burdens to new capital financing. 

The new form will serve the registration requirements of sea- 
soned corporations with a record of operations. It is not avail- 
able to ventures of a promotional nature. 

It was created to secure clarification and simplification of the 
information required by the Act. Every effort was made to pro- 
vide a form which, while meeting the strict requirements of the 
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statute, nevertheless offers no serious difficulty to the well inten- 
tioned corporation. It was issued in the belief that under it, re- 
putable companies would no longer have any justification for 
hesitating to undertake new issues under the Securities Act. Up 
to the time of its issuance, there was much complaint as to the 
nature of the questions asked and the unimportant questions as to 
historical details included in other forms. 

Form A-2 is available for use by any corporation which has 
furnished financial statements to its security holders annually for 
ten years, or has shown a net income for any two of the past five 
years, except that a corporation may not use the form if it was 
organized within ten years and issued a majority of its capital 
stock, or paid more than one-half of the proceeds thereof, to pro- 
moters for property or services. 

Seasoned corporations may also generally use Form A-2 in 
lieu of Form E-1 for the registration of securities issued to ac- 
quire the assets or securities of a subsidiary. 

In all instances, except where Forms C-1, D-1, E-1, F-1, G-1, 
and G-2 are specifically prescribed to meet peculiar conditions, the 
issuer is expected to complete Form A-1 or A-2. These excep- 
tions are— 

(1) Unincorporated trusts of the fixed or restricted man- 


agement type. 

(2) Certificates of deposits issued in connection with a 
plan for reorganization. 

(3) The securities issued in connection with a plan for 
reorganization. 

(4) Voting trust certificates. 

(5) Gas and Oil Royalty interests. 


The Problem of Material Facts 


The civil liabilities imposed by the Act fundamentally entitle 
the buyer of securities sold upon untrue statements or omissions 
of material facts, or in violation of various registration provisions, 
to sue those who have participated in their “distribution” either 
knowing of such untrue statement, or having failed to take due 
care in discovering it. 

The rights of all persons who acquire securities and the liabili- 
ties provided for in the Act, are divided into two broad classifi- 
cations, one relating to actions arising out of untruths in regis- 
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tration statements, and the other dealing with failure to file regis- 
tration statements, and with faulty prospectuses. 

The presence of an untrue statement of a material fact or an 
omission of a material fact in a registration statement may give 
rise to a civil suit for damages by any person acquiring the se- 
curity. 

One who purchases or acquires registered securities may have 
a cause of action upon a showing that on the effective date of 
the registration statement— 

(1) It contained an untrue statement of a material fact, 
or 

(2) That it omitted to state a material fact required to 
be stated therein, or 

(3) That it failed to state a material fact necessary to 
make the other material statements not misleading. 


It should be noted particularly, that in all cases the element 
of untruth in a registration statement is to be ascertained, as of 
the effective date of the registration, which is ordinarily twenty 
days after the statement is filed with the Commission. It follows, 
therefore, that no action will lie under the above section if a 
statement is true on the effective date of the registration, but 
subsequently, because of a change of circumstances, becomes un- 
true. If, between the date of filing the registration statement, 
and its effective date, any change occurs which voids the truth 
of a statement made therein, it is necessary that an amendment 
be filed, otherwise liability will attach. 

The provisions of the statute are, of course, not applicable 
uniformly to all persons, because of the difference in the nature 
of their activities. It varies in its pertinance to participants in 
reasonable relation to their importance in the sale and distribu- 
tion of securities, with due deference to the degree of protection 
which the public has the right to expect. 

Briefly speaking, the persons upon whom liability may be im- 
posed, can be divided into five major groups: 

(1) The issuer and persons controlling the issuer, as 
those persons are defined in the Act. 

(2) The directors (or persons performing or about to 
perform similar functions) or partners, and the chief 
executive and financial officials of the issuing com- 
pany. 
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(3) Experts, such as accountants, attorneys, engineers, 
appraisers, and any person whose profession gives 
authority to a statement made by him. 

(4) The underwriters of, and the dealers in the issue. 

(5) Any other person who may chance to sell or trans- 
mit a security after sale. 


Obviously, pronouncements of the Commission, in the analysis 
of material required upon its forms, in issuance of stop orders 
preventing the sale of securities, and in any other elements in 
which it has an opportunity to rule upon material facts, are of 
paramount importance to the student of the law. 

The Commission has indicated that the registration statement 
is the primary criterion for the determination of materialty. In 
other words, a fact cannot be deemed material in any case unless 
it is required to be stated in the registration statement. Con- 
sequently, only untruthful statements or omissions of required 
materal facts may be actionable, and the registration statement 
alone is the basis for determining what statements must be made, 
and therefore, what omissions dare not be made. 

Relative to omissions, the Commission has ruled— 

. . . Omission of a material fact in order to create 
liability under Section 11, must be one of two types. It 
must either be an omission of a fact required to be stared 
in the registration statement, or it must be an omission 
of a fact which renders the statements made in the reg- 
istration statement misleading, and, in both of these in- 
stances, the omission must be of material facts. 

An omission of the latter type is one which has the effect of mak- 
ing a statement which is literally correct, actually misleading by 
reason of the failure to properly qualify it. In other words, a half- 
truth may be an untruth. 

Another ruling by the Commission, of assistance in indicating 
a standard for ascertaining those facts required in the registra- 
tion statement which are material, is that defining a material fact 
as a “fact which, if it had been correctly stated or disclosed, 
would have deterred or tended to deter the average prudent in- 
vestor from purchasing the securities in question.” In other 
words, a fact so material that it may not be omitted is judged 
by its effect on an investor, not from the standpoint of its quality 
as an inducement, but by its character as a deterrent. 
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In another instance, in discussing the term, Commissioner 
Landis reiterated the positive nature of its scope— 


I turn now to the problem of materiality, for it is ob- 
vious that liability under Section 11 does not follow as 
a result of every misstatement. The misspelling of a di- 
rector’s name and other such matters could not conceiv- 
ably carry liability. But what is material? Clearly 
materiality must be gauged with reference to purpose, 
and, recognizing that the purposes of the Act are the pro- 
tection of the investing public, it does not become diffi- 
cult to depict the standard of materiality. In other 
words, facts become material for the purpose of omis- 
sions and misstatements when, as a consequence of such 
omissions and misstatements, non-existent values are at- 
tributed to a security. 


In another statement, B. B. Bane, Director of the Registra- 
tion Division, explained— 

Some misunderstanding has arisen over the fact that 
the standard is couched in negative as well as positive 
terms. Omissions of material facts are penalized as well 
as misstatements of fact. This, it is argued, makes for 
unreasonableness because no one can ever be sure that 
he has stated every fact material to the value of a se- 
curity. But such a contention neglects both the wording 
of the Act and its historical genesis. Omissions to be a 
ground for liability, are those which make actually un- 
true, statements that are made and are literally correct. 
Congress saw fit to make it clear that half truths, which 
have been the stock in trade of many in the recent past, 
are untruths. 

It is obvious that many occasions will arise in actual practice 
where a registrant will find it extremely difficult to decide upon 
the amount or type of data necessary to be shown in order to 
properly amplify a statement required to be made, so that it may 
not be misleading. In such cases, one’s imagination may take 
him far beyond the requirements demanded by the particular sit- 
uation, or he may fall short of reaching the point where the 
statement would become not misleading. Where difficulties arise, 
it may be advisable to seek the advice of the Commission. 

The law is specific in its requirement that the material fact 
must be stated as of the date when the statement becomes effective, 
without regard to the time of purchase of the security. The 
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Commission has added its weight in ruling, that while subsequent 
events may lend materiality to facts formerly immaterial, they 
are of no consequence in connection with civil liability arising 
out of untruthful registration. They may, however, occasion an 
amendment of the statement, or a stop order by the Commission 
in the event that statement, which may have reflected the truth 
when the registration statement was filed, by reason of subsequent 
developments, no longer does. 

On the other hand, prospectuses issued after the effective date 
registration, must continue to be currently accurate. They should 
firmly establish all facts which, if correctly disclosed, would tend 
to deter the average prudent investor from purchasing the securi- 
ties in question. 


Specific Problems of the Accountant 


One of the real questions before the accountant in his study of 
materiality, is the problem of valuation :—that is, the method in 
which he shall enter or qualify his accounts. There is a definite 
pronouncement in the Commission that such terms as “book value” 
are never sufficient. But away beyond that, there seems to be a 
trend toward holding that the accountant is charged with disclos- 
ing real market value, or else fully stating the content of the 
asset. Note these citations from stop order cases— 


The item “Development of Inventions”—carried as an 
asset—includes (funds) for development of various in- 
ventions, which, on or prior to the date of the balance 
sheet, the registrant admittedly had found to be worth- 
less. Sound accounting principles require that where the 
results of experimentation such as has been carried on 
here, are unsuccessful, the respective development costs 
should be written off as a loss. 

The $3,000,000 figure in the balance sheet, at which 
the assets of the registrant were carried, represented 
neither the cost of the property to the registrant, nor any- 
thing that can be termed “value” according to any stand- 
ard of valuation that could be devised ; it was an arbitrary 
figure which was simply the exact equivalent of the par 
value of stock given for the property. 

The general balance sheet as of December 19, 1933, 
contains an asset item “Fixed Assets—Land, Buildings, 
Machinery, and Equipment—At Cost, $125,000.” This 
item is untrue and misleading. Regardless of whether 
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Reynolds’ promise to spend $50,000 on the property was 
a binding obligation, $50,000 par value of stock issued 
to him, either as consideration for his promise or to be 
sold to provide a construction fund of that amount, can- 
not be regarded ‘as issued for the property ;—Further- 
more,—The very least that was necessary to avoid a mis- 
leading effect in this respect, was to state, in connection 
with the property item on the balance sheet, that cost 
was determined in a sale in which the vendor, Reynolds, 
was in control of the vendee, the corporation. This fact 
is stated neither on the face of the balance sheet nor in 
the accountant’s certificate. 

The statement in the balance sheet filed December 7, 
reading—“71,000 shares of capital stock at a par value 
of $71,000 issued for Services and Promotions,” un- 
questionably carries the implication that the considera- 
tion for these shares at the time they were issued, was 
services rendered before that date, and that such services 
were evaluated in good faith by the directors at that 
amount at that time. In view of the evidence outlined 
above, the Commission finds that this statement carrying 
this implication is untrue and misleading. 

Statutory provisions in the state of incorporation mak- 
ing values fixed by directors conclusive for certain pur- 
poses in the absence of fraud, cannot foreclose this Com- 
mission’s inquiry as to the truthfulness of a statement 
that a corporation has received services of a certain value, 
reasonably determined, nor prevent such a statement 
from being tested for truth under the standards set by 
the Securities Act. Under those standards, if the valu- 
tion of services is so grossly and unreasonably excessive 
as to be outside the range of reasonable difference of opin- 
ion, this item of $71,000 in the balance sheet amounts 
to a misstatement of a material fact. To put it in other 
words, if a large portion of this stock was in reality don- 
ated to a promoter, the statement that it was issued for 
services is false. 

The purpose of a transaction of this type—pretending 
to a transfer and retransfer of capital stock as between 
purchaser and vendor—is primarily to attempt to make 
the stock fully paid and non-assessable, so that thereafter 
it can be sold as such at any price, without making pur- 
chasers of the stock liable to the corporation’s creditors, 
—lIt is for this reasen that some accounting authorities, 
though admitting that entries of the type described are 
untruthful in principle, have been led to condone the 
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practice. The truthful entry—the making of a credit for 
the donation to the over-valued property account instead 
of to capital surplus—would admittedly be more nearly 
expressive of the property’s value, but such an entry is 
perhaps too frank an admission that the property was 
not worth the part of the stock, that the reacquired stock 
is not true treasury stock, and that subsequent purchasers 
are liable for the discount.— 





Another series of problems arise in the treatment of consolida- 
tions. The attitude at this time may be expressed— | 


1. Consolidation is to be avoided when the registrant 
owns, directly or indirectly, securities representing 
less than 50% of the voting power other than secured 
by events of default. Subject to this provision, the 
registrant may follow a principle of inclusion or ex- 
clusion which will most clearly exhibit the financial 
condition and results of the operations, but the prin- 
ciple adopted is to be stated in the consolidated bal- 
ance sheet. 

2. The amounts of the minority interest in the capital 
and in the surplus of the subsidiaries consolidated are 
to be stated separately in the consolidated balance 
sheet. 

3. The extent to which the equity of the registrant in 
its unconsolidated subsidiaries has been increased or 
diminished since the date of acquisition as a result of 
profits, losses and distributions is to be reflected by 
a note. Similarly, the sum of, or difference between 
current earnings or losses, and the dividends declared 
or paid by unconsolidated subsidiaries, is to be indi- 
cated. 

4. Intercompany profits are to be eliminated or ex- 

plained. 

In cases where the subsidiaries are consolidated, the 

difference between the investment upon the regis- 

trant’s books, and the registrant’s equity in the net 
assets of the subsidiaries, is to be stated. 

6. Intercompany sales are to be eliminated, or an ex- 
planation given of such sales. 


While the Commission holds that items included in current 
assets are those generally realizable within one year, it recognizes 
trade practices with respect to individual items, such as install- 
ment receivables, or inventories long in process, but suggests that 
such trade practices be clearly explained. It is urged that de- 
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spite creation of reserves, notes and accounts receivable known 
to be uncollectible, shall be excluded from the asset; and that in 
detailing inventories, the amount of any intercompany profits in- 
cluded, be indicated. Prepaid expenses are excluded from cur- 
rent assets. When there is indebtedness of a parent or subsidiary 
or any affiliate, it is not to be considered as current unless the 
net current asset position of the affiliate justifies the treatment. 

In one case, it declined to accept as an investment, securities 
taken for accounts— 

The item “Investments,” carried in the balance sheet 

of June 30, 1933, at a value of $10,000, consists of 4,000,- 
ooo shares of stock of .......... , a subsidiary. This 
stock was not purchased by American Gyro Company 
as an investment, but was accepted in settlement of $10,- 
000 of the total amount due from .......... for money 
advanced to it.— 

Some pronouncements of interest on fixed assets are— 

The item “Automobiles,” carried as an asset in the 
amount of $2,773.57, represents a Chevrolet Coach pur- 
chased in December, 1931, and a Chrysler “Demonstra- 
tor” purchased in September, 1932, the latter not being 
“workable” on June 30, 1933. The figure $2,773.57 
includes the cost of repairs and improvements and does 
not represent the value of the cars on the latter date— 

It is clear that proper accounting practice requires that 
expenses in the nature of promoter’s fees should be listed 
separately from expenditures representing the considera- 
tion paid for physical property.— 

As in the case of current assets, the Commission admits that in 
general, all amounts due within one year shall be included in the 
current liabilities, but agrees that recognized trade practices may 
be followed in creating current debts by eliminating such items 
as customers’ deposits and deferred income, provided such trade 
practices are stated. 

As contrasted to procedure in some quarters, the Commission 
urges that reacquired stock (treasury stock) be shown as a de- 
duction from capital stock, or from either the total of capital 
stock and surplus, or from surplus, at either par or cost, as cir- 
cumstances require. If Treasury Stock is shown as an asset, 
then reason is to be given. 

The material contingent liabilities of the issuer are naturally 
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required to be stated in full. The obligations of the auditor will 
force statement in extreme detail of every commitment that has 
any possibility of becoming a direct liability. Some illustrations 
of that type are published by the Commission. These and other 
normal contingents worth full consideration and which, when 
present, undoubtedly require a comment, are as follows: 


Discounted acceptances—bank or trade 

Discounted drafts 

Indorsements of unrelated commercial paper 

Notes Receivable discounted 

Customers notes sold or otherwise transferred for 
value 

Accommodation indorsements (unsecured or secured) 

Advances received on sight drafts with bills of lading 
attached 

Agreements to purchase securities 

Assignment or hypothecation of receivables without 
full release of liability 

Contingent mortgage liability of subsidiary company 
on properties acquired 

Failure to redeem portion of preferred stock on date 
stipulated 

Foreign exchange purchased for future delivery—com- 
mitments 

Necessity of converting stock into bonds of the com- 
pany 

Guarantor of accounts of others 

Guaranties of bonds and mortgages 

Payments required under employees pension agree- 
ments 

Guarantor of interest on bonds of other companies 

Guarantor of contracts of other companies 

Guarantor of rental agreements of affiliated and sub- 
sidiary companies 

Indorser of notes of subsidiary and affiliated compa- 
nies 

Guaranties of price maintenance 

Claims by customers or others for damages, imperfec- 
tions, delays, short shipments, etc. 

Lawsuits threatened, pending, or adjudicated in lower 
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courts against the company for infringements of patents, 
copyrights, etc., claims for damages by officers, em- 
ployees, for compensation, etc., etc. 

Unfavorable leases 

Unfulfilled contracts, which, in the judgment of the 
management, may adversely affect the issuer 

Commitments in excess of current market prices, 
which, in the judgment of the management, may ad- 
versely affect the issuer 

Agreements guaranteeing product, quality, serviee, and 
suitability 

Agreements for return of containers of products 

Unaudited Federal or State tax returns 

Unpaid portion of stocks owned, but not paid for in 
full 

Agreement to subscribe to capital of subsidiaries or 
others 

Amount of dividends accrued, but not yet declared, 
and the amount of arrears per share 

Possible penalties in excess of profits upon construc- 
tion projects or other activity required, to be completed 
in a specified time 

The default, in principal or interest, of sinking fund 
provisions required by any deed of trust indebtedness. 


The registration statements require a separate schedule of any 
securities reflected in the balance sheet which have been bor- 
rowed or loaned by the issuer. 

In treating with operations, the important Commission sugges- 
tions are— 


1. If expenses do not include amortization of bond dis- 
count or expense (due to previous write off to sur- 
plus), adequate footnotes must explain the condition. 


2. Similar practices as to any other practice in which 
amortizable or depreciable assets or charges have been 
cleared out so as to reduce expenses in the reporting 
years should be explained. 


3. The basis of conversion of all foreign currency items 
is to be stated. 


4. Sales are to be divided to disclose those to parent and 
subsidiary companies. 
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5. When sales are made on an installment or other de- 
ferred basis, the statement must disclose the basis of 
taking profits into income. 


6. If any intercompany profits are included in cost of 
goods sold, the amount must be shown. 


Substantial non-recurring items of miscellaneous 
other income or expense must be explained, and any 
other substantial amounts. 


8. If profits or losses arising from transactions in reg- 
istrant’s own securities or in those of its affiliates, or 
on the sale of capital assets are included, the amount 
must be stated separately; and an explanation given 
for including them in the operations rather than direct 
entries to surplus. 


NI 


An indication of the method in which it studies the accounts 
before it, it had in one instance halted registration under facts 
in which income included contributions. The registrant had ad- 
mitted that if it had not been for this claimed statement of in- 
come, the company would have shown a net loss in its profit and 
loss statement. In a similar instance, it urged that income from 
operations could not include an item entitled profit on purchase of 
first mortgages, when the weight of the expert accounting testi- 
mony clearly indicated that this transaction was entered into for 
the purpose of making a contribution. 
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